For when they insure, it is sweet to them to take the monies; but

when disaster comes, it is otherwise and each man...strives not

to pay.!

Introduction

The concept of reinsurance, or “insurance for an insurer,”* has
existed since the fourteenth century, when northern Italian ship-
ping merchants used it to spread the risk of insuring ships.? To-
day, reinsurance is a widely accepted mechanism that insurers
use “to spread the risks on policies they have written or...reduce
required reserves,” which allows the ceding insurer to “possess
more capital to invest or use to insure more risks.”

The typical reinsurance agreement involves an arrangement
in which one insurer (the reinsured) transfers, or “cedes,” all or
part of the risk that it has underwritten to another insurer (the
reinsurer).” The Michigan Court of Appeals has defined the rein-
surance contract as one “whereby one insurer for a consideration
contracts with another to indemnify it against loss or liability by
reason of a risk which the latter has assumed under a separate
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and distinct contract as the insurer of a third person.”® The trans-

action involves the cedent paying a premium to the reinsurer, in

return for which the reinsurer agrees to indemnify the cedent as
to a defined portion, or layer, of the financial exposure on the
policies that the cedent issues to its own insureds.

In recent years, reinsurance has been the subject of increas-
ing federal court litigation, which often addresses the existence
and extent of any fiduciary and good-faith duties ancillary to this
contractual relationship.” As discussed below, reinsurers some-
times seek elimination of their contractual obligations to indem-
nify based on various arguments.

The Reinsured Has a Fiduciary Duty to the Reinsurer

Michigan jurisprudence on the standards that govern the rein-
surance relationship is not extensive. However, when the Michi-
gan Supreme Court last opined on the issue in 1926, it held in
Columbian Nat Fire Ins Co v Pittsburgh Fire Ins Co® that the rein-
sured “occupied a fiduciary position demanding fairness and
open disclosure,” and noted that the parties to the reinsurance
transaction “were not dealing at arm’s length.” The Court held
that this fiduciary position demanded not only “fairness,” but,
more specifically, the “open disclosure of all reinsurance reduc-
ing its agreed retention of risks.”® An intentional failure to disclose
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these risks to the reinsurer “constituted a fraud in the eye of the
law,” rendering the reinsurance “void,” and entitling the reinsurer
to recover its payments on the losses incurred."

This notion of the reinsurance relationship being governed by
fiduciary principles of fairness and open disclosure is consistent
with the widely accepted view in the federal case law that under
the principle of uberrimae fidei, or “the utmost good faith,” par-
ties to a reinsurance contract are held to the highest standards of
conduct.”? One federal court noted that “bad faith tactics [are]
wholly alien to the usual course of dealings between an insurer
and a reinsurer,” and that the reinsurance relationship is one be-
tween “partners.”

Various federal cases have imposed a duty of disclosure on
the part of the ceding insurer, consistent with the Michigan Su-
preme Court’s holding in Columbian National. The duty gener-
ally requires disclosure of the facts necessary to assess the risk
that the reinsurer will assume under the contract. For example,
in Unigard Securities Ins Co, Inc v North River Ins Co," the Sec-
ond Circuit Court of Appeals held:

[Blecause information concerning the underlying risk lies virtually
in the exclusive possession of the ceding insurer, a very high level
of good faith—whether or not designated “utmost”—is required
to ensure prompt and full disclosure of material information with-
out causing reinsurers to engage in duplicative monitoring."”

In another decision, the Second Circuit held that a reinsured
owes the reinsurer “utmost good faith, requiring the reinsured to
disclose to the reinsurer all facts that materially affect the risk of
which it is aware and of which the reinsurer itself has no reason
to be aware.”'® Likewise, the First Circuit held that a reinsured
was required “to exercise good faith and to disclose all material
facts,” because it had “the power to impose significant risks and
liabilities” upon the reinsurer."”

In addition to the duties associated with disclosure of material
facts relating to the risk that is ceded, courts outside of Michigan
have held that the cedent must also exercise good faith relative
to the handling and settlement of the claim for which it hopes to
be indemnified.”® Generally speaking, these holdings provide
that a reinsured’s liability determinations are not insulated from

FAST FACTS:

Reinsurance agreements involve an insurer
ceding its risk to another insurer.

The ceding insurer must handle claims in
good faith.

The reinsurer’s duties are governed by the
language of the reinsurance contract,
which is strictly construed.
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challenge by the reinsurer if they are “fraudulent, in bad faith, or
the payments are ‘clearly beyond the scope of the original policy’
or ‘in excess of [the reinsurer’s] agreed-to exposure.”"

The available remedy for a failure to disclose or otherwise act
in good faith can be harsh. In Columbian National, the Michigan
Supreme Court held that the reinsurer would be entitled to re-
cover the losses it paid out based on an intentional nondisclo-
sure.”’ In Compagnie de Reassurance d’lle de France v New Eng-
land Reins Corp, the District Court of Massachusetts noted that
“the trend in...modern cases has been to recognize uberrimae
Jfidei [utmost good faith] as the traditional operative standard, but
to interpret it to require rescission of reinsurance contracts only
where the reinsured acted in bad faith or where the reinsurers

suffered prejudice from a failure to disclose.”*!

The Reinsurer’s Duties are Governed
by the Reinsurance Contract

In contrast to the duties of the reinsured, the reinsurer’s pri-
mary obligation is much more straightforward—i.e., to indem-
nify the loss of the cedent, absent bad faith, fraud, or nondisclo-
sure. Under Michigan law, this obligation appears to be governed
not by uberrimae fidei or fiduciary duty, but by the language of
the reinsurance contract. The Michigan Court of Appeals took up
the question of a reinsurer’s indemnity obligations in the 1990
case of Michigan Millers Mut Ins Co v North Am Reins Corp,*
wherein the court held that the duty was governed exclusively by
the terms of the reinsurance contract:

The extent of the liability of the reinsurer is determined by the lan-
guage of the reinsurance contract, and the reinsurer cannot be held
liable beyond the terms of its contract merely because the original

insurer has sustained a loss.?

In the 1999 case of Michigan Twp Participating Plan v Federal
Ins Co,** the Michigan Court of Appeals employed a construc-
tionalist approach to contract interpretation and application, re-
jecting the reinsured’s argument that the “follow-the-fortunes”
doctrine applied in the absence of a contractual provision pro-
viding as such. The follow-the-fortunes doctrine requires “a rein-
surer...to indemnify for payments reasonably within the terms
of the original policy, even if technically not covered by it.”* Put
another way, it “binds a reinsurer to accept the cedent’s good
faith decisions on all things concerning the underlying insurance
terms and claims against the underlying insured: coverage tac-
tics, lawsuits, compromise, resistance or capitulation.”? Essentially,
the follow-the-fortunes doctrine (if it applies per the terms of the
reinsurance contract) saddles the reinsurer with the obligation to
cover the cedent’s loss within the ceded layer, even if it was not
a covered loss pursuant to the underlying policy.

With strong language,” the Michigan Twp court refused to read
the follow-the-fortunes doctrine into a reinsurance contract and
thereby impose a duty to indemnify beyond that which is explic-
itly set forth in the contract.”® This holding is consistent with the
more recent mandates of the Michigan Supreme Court regarding
contract interpretation in the Rory and Deuvillers decisions.”
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Thus, it appears that while the reinsured bears duties arising
out of the contract, as well as common law fiduciary and good-
faith duties, the primary duty of the reinsurer (to indemnify) is
limited to what the contract language provides.

Conclusion

While the precise contours of the reinsured’s fiduciary duties
have not been explored or addressed in Michigan jurisprudence
since Columbian National, the holding that a reinsured party
“occuplies] a fiduciary position demanding fairness and open
disclosure” remains good law, and it invokes the plethora of con-
sistent federal case law discussing the obligations that arise un-
der the principle of uberrimae fidei. Thus, in Michigan, as else-
where, reinsurers have available to them a host of claims and
defenses based on, inter alia, bad faith, breach of fiduciary duty,
fraud, nondisclosure, and recklessness that can be raised in the
event that the reinsured has not fully disclosed material facts or
properly managed the claims as to which the underlying losses
have occurred. In contrast, the reinsurer’s duties seem to be
based solely on the terms of the contract, pursuant to the hold-
ings in Michigan Millers and Michigan Twp. m
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